














Why do Market Interest Rates Respond 


















FEDERAL RESERVE BANK OF ST. LOUIS 
Research Division 
411 Locust Street 
St. Louis, MO 63102 
______________________________________________________________________________________ 
The views expressed are those of the individual authors and do not necessarily reflect official positions of 
the Federal Reserve Bank of St. Louis, the Federal Reserve System, or the Board of Governors. 
Federal Reserve Bank of St. Louis Working Papers are preliminary materials circulated to stimulate 
discussion and critical comment. References in publications to Federal Reserve Bank of St. Louis Working 
Papers (other than an acknowledgment that the writer has had access to unpublished material) should be 
cleared with the author or authors. 
Photo courtesy of The Gateway Arch, St. Louis, MO.   www.gatewayarch.com7-7.-  $qk<f  DO KARKET IWTEFLEST RKjES  KESPOb1D 
TO HONEY ANNOUNCEFENTS? 
Daniel L. Thornton* 
$<Research  Officer,  Federal Xeser~re  Bank  of  St. Louis.  The  views 
expressed here are the auther's and  do not necessarily represent: 
those of  the Federal.  Reserve  Bailb-  h;f  St  Locis or the Board  of 
Governors  of  the Federal Reserve  system,  I vocld  like ca  thark Wlec 
Chryskal,  Gerry Dwyer,  Bill Gavin,  Gfkas  aardouvelis, Rich Sheehan, 
David  Wilcox  and  Geoffrey Wood  and  members  sf   he  macroeconomic 
workshop  at the Universi~y  of  Kentucky  for helpful comments  on  an 
earlier draft of  this gaper  a~~d  Rosemasie 3ueller and  Dawn  Psrerssz 
fcr their Peszarch  assistance.  Any  remaining errors are my  own, 
ABSTRACT 
A  number  of  stsdies have  attempted  to determine why  money  markes 
inwrest rates are pos%tively  correlated with unanticipated  increases 
in the money  stock by  examining  the response of  che  foreign exchange 
and  stock mzrkeLs  KO noney  announcements,  They  report a significant 
positive relationsh2p  between  t3e  trade-weighted  exchange  rate and 
unanticipated  increases in the money  stock and  a  sign%%icant  negative 
relationship between  unaneicipated  increeses in  he  money  stock ard 
stock prices,  These  results are taken as evidence in favor of  che 
"'unanticipated-liquidity-effect"  explanation of  the money  ~ark2t's 
response.  This  paper  analyzes  the respome sf  these markets  and 
investigates  the cons?stency  of  the response  to unanrfsPpated  changes 
ic  the money  stock acrgss markets,  We  find  ha:  the results 2or  the 
foreign exchange  ad  s~ock  markets  are sensitive  to a few  'o~tiiers' 
so thac  rhese markets  do not respond  srrongly  EG unanticipared 
changes  in the money  stock.  Furthermore  all three ~arkets  genereliy 
do not respona  significantly to the  same  money  announcemewrs,  We 
conclwle that rhe  often-ciced  evidence  is not suffEciene to 
differentiste the antieipa~ed-"liouidfty-eifect  from rorcpeting 
explanatfsns sf  the money  ~arket~s  response  ro  anantizipated changes 
in the money  s:3@k. 